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its own obligations) shall be made not-
withstanding the fact that such prop-
erty has appreciated or depreciated in
value since acquisition.

(c) The application of paragraphs (a)
and (b) of this section may be illus-
trated by the following examples:

Example (1). Corporation A distributes to
its sole shareholder property with a value of
$10,000 and a basis of $5,000. It has $12,500 in
earnings and profits. The reduction in earn-
ings and profits by reason of such distribu-
tion is $5,000. Such is the reduction even
though the amount of $10,000 is includible in
the income of the shareholder (other than a
corporation) as a dividend.

Example (2). The facts are the same as in
Example (1) above except that the property
has a basis of $15,000 and the earnings and
profits of the corporation are $20,000. The re-
duction in earnings and profits is $15,000.
Such is the reduction even though only the
amount of $10,000 is includible in the income
of the shareholder as a dividend.

(d) In the case of a distribution of
stock or rights to acquire stock a por-
tion of which is includible in income by
reason of section 305(b), the earnings
and profits shall be reduced by the fair
market value of such portion. No re-
duction shall be made if a distribution
of stock or rights to acquire stock is
not includible in income under the pro-
visions of section 305.

(e) No adjustment shall be made in
the amount of the earnings and profits
of the issuing corporation upon a dis-
position of section 306 stock unless
such disposition is a redemption.

§ 1.312–2 Distribution of inventory as-
sets.

Section 312(b) provides for the in-
crease and the decrease of the earnings
and profits of a corporation which dis-
tributes, with respect to its stock, in-
ventory assets as defined in section
312(b)(2), where the fair market value
of such assets exceeds their adjusted
basis. The rules provided in section
312(b) (relating to distributions of cer-
tain inventory assets) shall be applica-
ble without regard to the method used
in computing inventories for the pur-
pose of the computation of taxable in-
come. Section 312(b) does not apply to
distributions described in section
312(e).

§ 1.312–3 Liabilities.

The amount of any reductions in
earnings and profits described in sec-
tion 312 (a) or (b) shall be (a) reduced
by the amount of any liability to which
the property distributed was subject
and by the amount of any other liabil-
ity of the corporation assumed by the
shareholder in connection with such
distribution, and (b) increased by the
amount of gain recognized to the cor-
poration under section 311 (b), (c), or
(d), or under section 341(f), 617(d),
1245(a), 1250(a), 1251(c), 1252(a), or
1254(a).

[T.D. 7209, 37 FR 20804, Oct. 5, 1972, as amend-
ed by T.D. 8586, 60 FR 2500, Jan. 10, 1995]

§ 1.312–4 Examples of adjustments pro-
vided in section 312(c).

The adjustments provided in section
312(c) may be illustrated by the fol-
lowing examples:

Example (1). On December 2, 1954, Corpora-
tion X distributed to its sole shareholder, A,
an individual, as a dividend in kind a vacant
lot which was not an inventory asset. On
that date, the lot had a fair market value of
$5,000 and was subject to a mortgage of
$2,000. The adjusted basis of the lot was
$3,100. The amount of the earnings and prof-
its was $10,000. The amount of the dividend
received by A is $3,000 ($5,000, the fair market
value, less $2,000, the amount of the mort-
gage) and the reduction in the earnings and
profits of Corporation X is $1,100 ($3,100, the
basis, less $2,000, the amount of mortgage).

Example (2). The facts are the same as in
Example (1) above with the exception that
the amount of the mortgage to which the
property was subject was $4,000. The amount
of the dividend received by A is $1,000, and
there is no reduction in the earnings and
profits of the corporation as a result of the
distribution (disregarding such reduction as
may result from an increase in tax to Cor-
poration X because, of gain resulting from
the distribution). There is a gain of $900 rec-
ognized to Corporation X, the difference be-
tween the basis of the property ($3,100) and
the amount of the mortgage ($4,000), under
section 311(c) and an increase in earnings and
profits of $900.

Example (3). Corporation A, having accu-
mulated earnings and profits of $100,000, dis-
tributed in kind to its shareholders, not in
liquidation, inventory assets which had a
basis to it on the ‘‘Lifo’’ method (section 472)
of $46,000 and on the basis of cost or market
(section 471) of $50,000. The inventory had a
fair market value of $55,000 and was subject
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